economics and law in Austria, he moved to England in 1931 and then on to the University of Chicago in 1950. Hayek accepted a chair at the University of Freiburg in Germany in 1962. Several years later he returned to Austria, where he now lives.
After teaching and publishing extensively ill the economics field during much of the first forty years of his life, Hayek became more interested in political and social developments. In fact, he is best knowu for his The Road To Serfdoni' which projected a dim future for capitalistic societies, given the steady encroachment of government into all phases of private life. That book, plus his participation in the founding of the Mont Pdlèrin Society in 1946, placed Flayek in the front ranks of laissez-faire advocates throughout the world.
There was a time, specifically during the lQ 3 Os, when Hayek and John Maynard Keynes were intense rivals for the attention and leadership of the economics professionY The obvious problem in those (perhaps simpler) days was unemployment alone, and any analysis, such as Ilayek's, which also included the likelihood of a rising price level, was doomed to rejection. Keynes emerged the clear winner; his analysis of "inadequate" aggregate demand and prescription of stepped-up govenrinent spending were adopted by all capitalistic nations by the l940s. From that time on, active governmental intervention to secure full iFriedrich A. Hayek, The Road to Serfdom (Chicago: Universitv ni Chicago Press, 1944) .
it is hardly renseoshered that there was a time when the new theories of Hayek were the principal rival of the ne\v theodes of Keynes." John 1-licks, critical Essays In Monetary Theory (London: Oxford University Press, 1967), p. 203. employment became the chief economic obligation of the leaders of the~vestern world.
Today, Keynesian economic principles are being questioned more than at any time in the past thirty years. Economists are seeking new explanations and some have begun to look in the direction of Professor I-Iayek. This article is devoted to presenting and interpreting 1-layek's analysis of inflation and unemployment.
We discuss the inflation issue first because Hayek took the view that an extended period of rising prices would likely lead to a serious recession or depression. A concise explanation of this hypothesis was advanced in Chapter 21 of Flayek's book The Constitution of Liberty.
3 This chapter, entitled "The Monetary Framework", summarized a good deal of Hayek's economic analysis developed during the preceding forty-year period.
The chief cause of inflation, Hayek wrote, is governmental control of the money supply.
4 As the government endeavors to provide more services, it tends to run up more debt. The increase in its own debt prompts govensment to take a more active interest in national financial matters -the creation of money, in particular. 1-layek reasoned that as long as tile government can avoid extensive debt financing, it is possible to maintain a completely free and independent monetary system. Increases in the money supply, which stimulate aggregate demand, constitute the uss- conscious desire of the government to foster inflation. However, short-run political expediency and guarantees of full employment and assorted other amenities of life for all citizens make a growing government, expanding money supply, and inflationary pressures virtually inevitable. The assorted amenities include social security programs, rent and food subsidies, and legislation designed to put floors under wages and ceilings on consumer prices.
Elsewhere in The Constitution of Liberty, Hayek specifically singled out labor unions for their part in fostering inflation and unemployment. It is his contention that by permitting unions to force up wages, the government is put into the position of validating the wage-price pressure through money supply increases, or facing general unemployment by failing to validate the union action.
Besides curbing government and union power, Hayek's solution to rising price levels involves stabilizing the rate of growth of the money supply. A rule of some sort, which recognizes the inexact relation between monetary policy actions and changes in the price level, is considered desirable because it lessens inflationary pressures and removes monetary policy actions as a source of uncertainty to private decision makers. The lessening of uncertainty has long been of interest to Flayek, especially with regard to the free market economy. 5
What could we expect from growing inflationary pressures? Writing during the period of relative price stability in the late l950s, Hayek described a number of events (although he did not list them) which accompany the onset of inflation. The following is an interpretation ( and oni an interpretation) of his view of these events, many of which were later realized:
(1) At first, virtually all firms enjoy increased profits because the jump in prices is not anticipated. Since most of their liabilities are contractually fixed in price (for a time) and their assets are not, the rise in asset prices enhances firms' net worth. Thus, in a rising market, as evidenced during the long expansion of the 1960s. profits expand and relatively few finns fail.
(2) inflation encourages debt -private as well as public. With growing incomes, people seem to be less reluctant to take on debt than at other times. Whatever one's view of the desirability of private debt, there can be little doubt that it has escalated rapidly in recent times. Private debt increased 300 percent over the past fifteen years. Public debt about doubled over this period, while that part of the public debt held by the Federal Reserve -which directly inflates commercial bank reserves and the money supply -approximately tripled.
(3) Real costs, profits, and income become difficult to ascertain. Price movements act as a veil concealing the true course of important economic variables. Recent efforts to uncover the values of "real" interest rates, "real" money supply, "real" profits and the "real" inventory situation suggest the accuracy of this observation.
(4) Progressive taxation, coupled with rising prices, affects investment adversely. It is difficult to show that investment growth has slowed over the past fifteen years, or that progressive taxation might have contributed to any such slowing. There is evidence, however, that profits have slipped in recent years and it is possible that taxes were partially responsible. Quite likely, the stimulative effects of unanticipated inflation on profits in the early 1960s were later reversed as price anticipations began to catch up with reality.
(5) Sliding scale contracts emerge. These are both a cause and a consequence of continuing inflation. Besides the growth in the number of union workers whose wages are altered monthly by changes in the consumer price index, social security payments have added oven 30 million people to the list of individuals whose income is directly adjusted to changing price levels.
(6) Over an extended period, the unemployment rate accompanying sustained inflation is no lower than in the absence of sustained inflation. In Flayek's words, "The reasonable goal of a high and stable level of employment can probably be secured as well as we know how while aiming at the stability of some comprehensive price level."
6 Inflation may initially contribute to •i NI.~Nt.P i.~O Y~4KElf
Hayek advanced a prices-unemployment argument in the 1930s winch was derived largely from his version of the concept of "forced savings". 9 A brief summary of the argument follows.
Starting from full employment, let us suppose tllcre occurs a rise in bank credit to firms. The rise in such credit is accompanied by a fall in the market rate of interest below the "natural" rate.'°The additional
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credit permits firms to pay higher prices for factors of production, and they are able to bid resources away from consumers, The assumed shift in resources toward the production of more producer goods and fewer consumer goods leads to higher prices and a reduced supply of consumer goods. Many consumers, rather than pay the higher prices, choose to add to their savings -thus the term "forced" savings.
Sooner or later the banking system, taking note of inflationary pressures, cuts back its credit advances. Unless "new" saving is forthcoming, the market rate rises to the natural rate of interest, making investment projects, winch appeared lucrative at the old, lower rate of interest, no longer profitable. The prices of consumer products continue to advance due to the earlier supply reduction as well as to the fact that the uncompleted investment projects add nothing to the existing stock of consunler goods. Workers in the declining investment goods industries cannot be easily silifted to consumer goods industries; thus unemployment emerges in the face of rising price levels.
If one gets the impression that this argument is something otiler than iron-clad, then one is probably on the right track. Economists were intrigued and baffled by Hayek's logic throughout the decade of tile l930s. But since Hayek's price effect went the wrong way (up), contrary to the experience of the lQ 3 Os, the Flayekian view was set aside.
Sir John Hicks, also a Nobel Prize winner in Economics, recently made another attempt at interpreting Hayck's theory. Recognizing the irrelevance of Hayek's diagnosis to the conditions of the 1930s, Hicks stated that, "because it was wrong then, it does not follow that it must always be wrong. It is possible that there may be conditions to which it is appropriate; and in these days (in 1967) But it is by no means excluded that it should happen for Hayek's reason: in the aftermath of an attempted expansion, greater than the economy was able, or willing, to afford -so that it has been abortive. If shortages develop from such a cause, prices will rise; there may be no rate of price-rise which will not be altogether explosive, unless so severe a hand is kept upon the monetary circulation that unemployment results, There may be rapid inflation; but if it is to be kept down to a finite rate of inflation, there must be unemployment. This is the Hayek 'slump'. To such conditions the Keynesian prescription is irrelevant, as irrelevant as Hayek's was in 193l.m2
How might we interpret the Hicksian view of Hayek, with an eye toward explaining price-unemployment developments in the 1970s? First, it is clear that the economy was overstimulated for a number of years, beginning in the 1960s. Second, "shortages" of all sorts emerged in the 1970s. Third, there has been a sharp decline in real wages. Fourth, although monetary expansion and inflation continued through much of the 1970s, a firm enough hand was kept on the monetary controls that money supply growth dropped sharply in 1974. Fifth, unemployment has risen substantially.
IM.P.LICATIIONS
Obvious modifications must be made in Hayek's basic theory to explain current economic developments. Hayek's increases in bank credit, or money supply as some might say today, have not benefited private investment, but rather government, at the expense of consumers. If one takes the long view, it is striking that consumer spending as a percentage of GNP declined from 75 percent in 1929 to 63 percent in 1974 while government spending increased over that period from 8 percent to 22 percent. Investment, which was at 16 percent of GNP in 1929, stood about unchanged at 15 percent in 1974. If Hayek had foreseen in the l930s tIns rapid growth of the governmnent sector, he would undoubtedly not have waited so long to shift the emphasis of his theory of "slumps" from one which accentuated excessive business expansion to one which highlighted excessive government growth.
Another obvious change in Hayek's theory required to accommodate actual events is the necessity of introducing exogenous supply shifts, The shortages envisioned by Hayek occur entirely because of prior excessive demand. There is no doubt that rapid increases in demand on a worldwide scale the past 2 Ibid., p. 215. MAY 1975 decade contributed strongly to the recent shortages of such items as food, oil, paper, and chemicals. However, it is necessary to note, especially in the case of fuels, that an important decrease in supply also occurred. One might attribute this to government wage and price controls, effective oligopolies, or to a disadvantageous shift in the terms of trade, as suggested by Hicks.
The above are probably the two most important changes required to update Hayek's views on unemployment and inflation. Given that we are still experiencing economic discomfort in both these areas, what policies would Hayek prescribe to alleviate the situation? First, he would probably remind us that we would never have gotten into our current difficulties if we had maintained a fairly steady, moderate growth rate of the money supply. In particular, we would have been better off not allocating increased credit to expand governmental operations.
Second, now that we have both considerable inflation and unemployment, we should not rely on driving the money supply in one direction or another in order to get out of this predicament; steady money growth to stabilize prices should be initiated. In addition, Hayek would undoubtedly advocate a reversal of the progressive growth of the government sector as a significant step toward the achievement of monetary stability.
Third, one might conjecture the remedies Hayek would endorse to include: 1) getting labor to accept a smaller real wage temporarily; and 2) increasing (over the longer run) the marginal productivity of labor. With regard to the former remedy, Hayek would likely suggest action to curb possible monopolistic practices of labor (he was also concerned about monopolistic business practices). In addition, we should cut job information costs and reduce uncertainty by way of relying more strongly on the price signals emitted by a free market economy. With regard to the second remedy, Hayek would probably endorse policies directed toward maximizing labor efficiency through quantitative and qualitative improvements in the private capital stock.
What would Hayek's old rival Keynes suggest to alleviate our current economic discomfort? One might think that Keynes would turn toward vigorous government intervention in order to control unemployment and prices more closely. Keynes, however, was quite pragmatic in his approach to economic policymaking, as suggested by his change from a fairly or- 
